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Mr. Chairman, distinguished members of the Committee, our names are Fred Dailey and Henry
Edelman; we are, respectively, the Chairman of the Board and the President and CEO of “Farmer
Mac,” the Federd Agricultural Mortgage Corporation. \We gppreciate the opportunity you have given
Farmer Mac to appear before you today to review the business and corporate activities and financia
products of Farmer Mac, particularly as reflected in the October 2003 Government Accounting Office
report on Farmer Mac (GAO-04-116).

It has been sometime since Farmer Mac last testified before this Committee, and we are
pleased to be here today to update you on the forward strides this Corporation has taken in the
accomplishment of its misson in a safe and sound manner since Congress expanded its authoritiesin the
Farm Credit Reform Act of 1996.

OVERVIEW

Farmer Mac isaccomplishing its Congressional mission of increasing the availability
of long-term mortgage credit to farmersand ranchersat stable interest rates by providing
greater liquidity and lending capacity to agricultural lendersthrough a secondary marketing
arrangement for qualified mortgages. Since the 1996 revison to its charter, Farmer Mac's
$10.7 billionof credit enhancements and purchases have covered more than 33,500 loans that have
helped farmers, ranchers and rural homeowners throughout al 50 states. On average, interest rates
offered by lenders through the Farmer Mac | program are amost afull percentage point lower than
rates on comparable loans, as reported to U.S. Federa Reserve Banks by member banksin agricultura
lending states. Through its Farmer Mac |1 program, Farmer Mac is reaching out to help small and
family farmers who would not otherwise be able to obtain financing, and to help finance development of
businesses and infragtructure in the Nation's rurd communities.

Farmer Mac is operating safely and soundly, consistent with its enabling legidation
and in full compliance with current cor porate gover nance standards. Since the inception of its
business, Farmer Mac has been required to comply with the rules and regulations of both the Farm
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Credit Adminigration (FCA) and the U.S. Securities and Exchange Commission (SEC). Farmer Mac
has been areporting company for Securities Exchange Act purposes sinceitsinitid public offering of
stock in 1988, and publicly offered Farmer M ac-guaranteed agricultural mortgage-backed securities
(AMBS) have aways been required to be registered with the SEC. Farmer Mac files quarterly call
reports with the FCA, as well as periodic financid statementsin quarterly reports on Form 10-Q and
annual reports on Form 10-K with the SEC. The United States Treasury backstop line of credit that
supports Farmer Mac’s mission-rdaed activitiesis limited to support of Farmer Mac' s guarantees of
AMBS and does not extend to the Corporation’s debt.

By conventiond measures of financia management, Farmer Mac adminigersitsrisks
consvatively:

As of March 31, 2004, Farmer Mac’ s regulatory capita of $245.7 millionwas dmost
gx timesthe leve required by the Congressiondly mandated risk-based capita stress
test, and its regulatory core capital was one and two-thirds times the required statutory
minimum capitd levd.

Asof March 31, 2004, Farmer Mac’ s 90-day delinquencies have trended down to
1.17 percent of the principa baance of al post-1996 Act Farmer Mac | program
loans, dightly lower than the average experience of agricultura mortgage lenders for
2003, as reported by the USDA.

Farmer Mac' s reserve for |osses meets the accounting requirement under U.S.
Generdly Accepted Accounting Principles (GAAP) of a provision for “probable and
reasonably estimable losses”

The Corporation’s assets and liabilities were closaly matched, with alow sengtivity to
shiftsin interest rates.

Farmer Mac has maintained effective internd controls and conservative risk management, while aways
working to improve and enhance its risk management practices and tools. Accordingly, aswill be
explained in detail later in thistestimony, the Corporation has generdly adopted the recommendations
contained in the GAO Report.

While Farmer Mac is Smilar to other secondary market GSEs, many qudifications upon its
ability to do business diginguish Farmer Mac from them. Unlike Fannie Mae and Freddie Mac, public
offerings of Farmer Mac guaranteed securities must be registered with the Securities and Exchange
Commission; every loan brought into the Farmer Mac program must meet various statutorily mandated
credit underwriting and collaterd appraisa requirements; and Farmer Mac must comply with numerous
other requirements that have distinguished its operating structure from those of the other GSEs.

In further digtinction to other secondary market GSEs and most other private sector
corporations, Farmer Mac has a Board of Directors composed entirely of outside directors; no member
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of management serves on the Board. Likewise, the Chairman of the Farmer Mac Board is not the Chief
Executive Officer of the Corporatior its Presdent servesin that latter cgpacity. The Corporation’s
board and committee membership meet the independence requirements of the SEC rulesand NY SE
Ligting Requirements.

DISCUSSION
Background

The need for Farmer Mac is best explained in the context of the circumstances that gaverise to
the creation of this secondary market. 1n 1987, the U.S. agricultura lending community had just gone
through its most serious financia credit criss since the Great Depression of the 1930's. This prompted
concern in Congress that farmers, ranchers and rurd homeowners might someday be without stable
sources of long-term credit. At the end of 1987, in response to those concerns, Congress passed
legidation to facilitate the creation of a secondary market for mortgages backed by agricultura red
edate and rurd housing that meet rigorous underwriting standards. In the preamble to Farmer Mac's
charter, Congress stated its purposesin creating the new secondary market:

to increase the availability of long-term credit at stable interest rates,

to provide grester liquidity and lending capacity to lenders who extend credit to farmers and
ranchers, and

to provide for new long-term lending to agriculture with new sources of funding provided
through the capita markets, including at fixed rates of interes.

Farmer Mac thus became one of asmall group of Congressiondly chartered indtitutions owned
by private-sector investors but charged with carrying out specific public policy objectives, subject to
Congressiond oversight and federa agency regulation and contingently backed by the federd
government. Farmer Mac was capitaized initidly through the sale of $21 million of common stock,
primarily to commercia banks, insurance companies and ingtitutions of the Farm Credit System. No
federa funds were invested in Farmer Mac and no federd funds have ever been provided to Farmer
Mac to support the Corporation’ s operations. In fact, Farmer Mac has paid increasingly-szable annua
assessments to the FCA to cover the entire cost to the government of regulating and supervising the
Corporation for safety and soundness, an assessment currently equa to one-third of Farmer Mac' stota
personnel costs.

To rdieve structurd impediments that had limited Farmer Mac' s ability to function efficiently,
Congress passed the Farm Credit System Reform Act of 1996 (the 1996 Act), which significantly
revised Farmer Mac' s satutory authority and sgnificantly improved Farmer Mac’s ability to serve rurd
America. Among other things, the 1996 Act alowed Farmer Mac to: (1) purchase agricultura
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mortgage loans directly from lenders, “pool” the loans, and create securities that are backed by these
poals, for retention or sde; and (2) diminate the mandatory requirement for loan originators and poolers
to retain ten percent, first-loss subordinated interests in each securitized loan pooal.

Accomplishmentsin Fulfillment of Congressional Mission Under the Revised Charter

Since the 1996 revison to Farmer Mac’ s charter, the Corporation has maintained a ready and
congstent daily offer to provide agricultura lenders with avariety of credit enhancements based on
capital markets rates and terms. Through those activities, Farmer Mac has provided credit
enhancements on agricultura mortgages for farmers, ranchers and rural homeowners throughout
America aggregating $9.2 hillion through its Farmer Mac | program and an additiona $1.5 hillion
through its Farmer Mac |l program. This market presence, in turn, has created new liquidity and
lending capecity for participating lenders. As of March 31, 2004, Farmer Mac' stotal guarantees and
standby commitments outstanding were $5.7 hillion, resulting in a least $5.0 hillion of new lending
capacity for agricultura lenders. As of that the same date, Farmer Mac’ s outstanding purchases of
agricultural mortgages stood at $3.3 hillion, reflecting an increase in agricultura lenders liquidity of a
like amount.

Through the sdle of AMBS or the issuance of its debt, Farmer Mac has used the capita
markets as a funding source and as the basis for the interest rates and terms in its loan purchases,
guarantees and commitments. Those funding sources afford Farmer Mac the ability to further its misson
of providing a secondary market for agricultura mortgage loans.

Farmer Mac's programs have influenced lenders to offer more attractive loan rates and terms
when they use Farmer Mac |, as reflected in comparisons of interest rates offered by lenders through
the Farmer Mac | program to rates on comparable loans, as reported to U.S. Federal Reserve Banks
by member banksin agricultural lending states. It is further evidenced by analyses of rates and spreads
in Farmer Mac |1 loans compared to rates and spreads on U.S. Department of Agriculture (USDA)-
guaranteed |oans made before the advent of Farmer Mac 1. Farmer Mac's programs have also had a
positive influence on agricultura mortgage lending through the standardization of agriculturd mortgage
loan terms offered by lenders across the country, which has contributed to prospective liquidity for the
lenders, whether they currently use Farmer Mac or not.

Farmer Mac's Programs
Farmer Mac loan programs are divided into two main groups referred to as Farmer Mac | and

Farmer Mac Il. Farmer Mac | congsts of agricultura and rurd housing mortgage loans that do not
contain federdly provided primary mortgage insurance. For loans underlying pre-1996 Act Farmer
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Mac | AMBS, ten percent first-loss subordinated interests mitigate Farmer Mac’ s crediit risk exposure.
Before Farmer Mac incurs a credit loss on those AMBS, losses are firgt absorbed by the poolers’ or
originators subordinated interest. Asof March 31, 2004, Farmer Mac had not experienced any credit
losses related to the pre-1996 Act Farmer Mac | AMBS, and the firgt-loss subordinated interests are
expected to exceed the estimated credit losses on those loans. Current risks in Farmer Mac's loan and
guarantee portfolio, such as those discussed later in this testimony, are generated primarily by post-
1996 guaranteed securities and loans. Farmer Mac receives an annud guarantee fee from the third
party or trust involved based on the outstanding balance of the Farmer Mac | post-1996 AMBS.

With particular regard to the availability of long-term credit, Farmer Mac has, since 1996,
operated a“ cash window” program in which it offers daily rate locks on long-term mortgage loans,
including fixed rates. Through the cash window, Farmer Mac purchases mortgages directly from
lenders for cash and purchases mortgage-backed bonds from agricultura lenders. Periodically, Farmer
Mac transfersits purchased loans into trusts that it uses as vehicles for the securitization of those loans.
Securitization isthe transfer of assets (in this case, loans) to athird party or trust. In turn, the third party
or trust issues certificates to investors. Farmer Mac refers to such certificates as “ guaranteed securities’
or as agricultural mortgage- backed securities (AMBYS). The cash flow from the transferred loans
supports repayment of the AMBS. Farmer Mac guarantees timely payments to investors holding the
certificates, regardless of whether the trust has actudly received such scheduled loan payments.

Farmer Mac' s long-term standby purchase commitments (standby agreements), introduced in
1999, represent a commitment by Farmer Mac to purchase digible loans from financid inditutions at
an undetermined future date if a specific event occurs. The specific events or circumstances that
would require Farmer Mac to purchase loans under a sandby agreement include when: (1) an
inditution determinesto sal a mark-to-market prices some or al of the loansthat are not then more
than 120 days delinquent under the agreement to Farmer Mac; or (2) a borrower failsto make
ingdlment payments for 120 days on aloan covered by a standby agreement. Upon entering into a
gandby agreement with Farmer Mac, financid indtitutions effectively transfer the credit risk on the
loans covered by a standby agreement to Farmer Mac over the life of the agreement. Consequently,
these ingtitutions' regulatory capital requirements and |oss reserve requirements would then be
reduced. To date, Farm Credit System (FCS) ingtitutions have been the only participantsin standby
agreements, though they are available to dl agriculturd lenders. In exchange for Farmer Mac's
commitment under the standby agreement, Farmer Mac receives an annua commitment fee from
ingtitutions entering into these agreements, based on the outstanding bal ance of the loans covered by
the standby agreement. Any standby agreement party may, a any time, require that Farmer Mac issue
to it, in exchange for the loans covered by the standby, a guaranteed security backed by those loans.

Farmer Mac Il is Farmer Mac's program for acquisition of USDA -guaranteed portions of farm
ownership, farm operating, business and industry and community facilities loans to enable lendersto
fund more of those loans at lower rates. Those USDA-guaranteed |oans are backed by the full faith
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and credit of the United States. Similar to the pre-1996 Act securities, Farmer Mac has experienced
no credit lossesin the Farmer Mac |1 program and does not expect to incur any such lossesin the
future.

Farmer Mac isthe single largest purchaser of USDA -guaranteed loans. Since the inception of
the Farmer Mac |l program in 1991, Farmer Mac has purchased approximately $1.5 billionin
guaranteed portions, representing over 6,500 loans to smdl and family farmers and rurd businesses and
communities, of which $723 million were outstanding as of March 31, 2004 (reflecting an annua growth
rate of 13%). Asof March 31, 2004, 660 sdllers from 45 states had participated in the Farmer Mac |1
program. The core group of active sdllers (defined as sellers who have sold loans into the Farmer Mac
[l program since January 1, 2002) total 217 USDA-guaranteed loan originators (selling 1,718 loans
totaling $491 million), most of which are smdl to mid-sze community banks; the group dso includes
mortgage companies and credit unions, aswell as FCSinditutions.

Farmer Mac |1 program volume in 2003 was a record- setting $271 million, compared to
$173 millionin the prior year. This growth represented a $98 million or 56% increase, in which:

78% (or $210 million) of 2003 Farmer Mac |1 volume was from the purchase of USDA-
guaranteed farmer program loans.

22% (or $61 million) of 2003 Farmer Mac |1 volume was from the purchase of USDA-
guaranteed community facility and business and industry loans.

Benefitsto Agricultural Borrowers

Rates available on red estate |oans purchased in the Farmer Mac | program are typically
85/100ths of a percentage point lower than the average rate on such loans made by commercia banks,
as published by the Federd Reserve. According to the United States Department of Agriculture, there
is approximately $111 hillion of agricultura redl estate debt outstanding today, of which we estimate
about $45 hillionis digible for Farmer Mac loans. Farmer Mac currently provides credit enhancement
and, in many cases, funding for gpproximately 20,800 loans to borrowersin al 50 Sates. Today,
Farmer Mac's guarantees and commitments outstanding equal $5.7 hillion, nearly 13% penetration of
the digible market. On the basis of the current Farmer Mac-dligible market, the current potential
savings to agricultura borrowers from Farmer Mac can be estimated between $25 million and
$60 million per annum, depending on the extent to which portfolio lenders pass back to borrowers the
advantages of past transactions with Farmer Mac in ther future lending activities. If hdf of the digible
market were covered by Farmer Mac guarantees, ana ogous to the market penetration of other
secondary market GSES, the savings to farmers could be as great as $225 million per year.

In addition to those monetary savings, Farmer Mac is aprimary source of fixed-rate mortgage
financing that offers the advantage of stable rates that do not fluctuate with short-term interest rates.
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This gability is of particular importance to agriculturd borrowers when farmers stand to profit from
higher commodity pricesin an inflationary economy. Affected borrowers with short-term adjustable
interest rate loans may give up asgnificant portion of those profitsin higher interest payments. A vigble
entity such as Farmer Mac can provide stable, long-term fixed rates of interest when rates rise under
inflationary pressures, resulting in a congstently available benefit to agriculture.

Inits Farmer Mac | program, Farmer Mac is reaching smal and family farmers, asreflected by
the average loan size of $275,000 in that program, with 75% of the loans under $300,000.

Of the $210 million of USDA-guaranteed farmer program loans purchased in Farmer Mac Il in
2003, $177 millionwere made to borrowers who locked in intermediate- or long-term (5- to 25-year)
fixed interest rates. Furthermore, 40% (or $84 million) of that farmer program loan volume was
specificaly tied to the 5-year reset Farmer Mac 11 Cost of Funds Index. During 2003, Farmer Mac |1
alowed lendersto offer borrowers fixed rates of interest on intermediate term loans at historicaly low
leves, less than one point above the prevailing Prime Rate typicaly used for short-term floating rate
loans.

Through its Farmer Mac Il program, Farmer Mac works closdy with not only the lendersin our
sling group, but aso with state and county USDA fidld offices. The Farm Service Agency’s farmer
program guaranteed loans are available only to smal and family farmers and ranchers who cannot obtain
direct commercid credit from alocd agriculturd lender. USDA business and industry loans, which do
not have atest for credit, encourage the financing of rural businesses, thereby cresting and saving rurd
jobs aswel asimproving the economic climate of rurd communities. With both of these important
USDA programs, Farmer Mac adds significant vaue by serving as a constant, dependabl e source of
liquidity and interest rate risk management for participating lenders. As previoudy mentioned, Farmer
Mac has assisted in the financing of more than 6,500 USDA guaranteed |oans to date, totaing
approximately $1.5 hillion

Benefitsto Agricultural Lenders

In the preamble to Farmer Mac's Satutory charter, it is stated that the Corporation was formed
to: increase the availability of long-term credit to farmers and ranchers a stable interest rates; and
provide greater liquidity and lending capacity in extending credit to farmers and ranchers through a
secondary marketing arrangement for quaified mortgages with new sources of funding provided through
the capital markets.

a. Liquidity - Loan purchases by Farmer Mac recharge the lenders  funds available to make
additiond loans, thereby creeting new liquidity. Farmer Mac has dways maintained aready and
congstent daily offer to purchase or guarantee loans conforming to Farmer Mac's credit and appraisa
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standards, based on the Corporation’s access to the capitd markets. Farmer Mac has purchased
$4.5 billion of agriculturd loansin Farmer Mac | and Farmer Mac | to date; the balance of loans
purchased as of March 31, 2004 was $3.3 hillion

b. Lending Capacity - In addition to its |loan purchases, Farmer Mac’ s guarantees and
commitments on securities and agricultura loans held by lenders enable those lenders to make more
loans without increasing their equity. The Farmer Mac guarantee or commitment decreases to one-fifth
the amount of equity that lenders must maintain to support those loans, giving them five times as much
capacity to make loans based on the same equity. Since the 1996 revision to Farmer Mac’s charter,
Farmer Mac has purchased or provided guarantees and commitments on $10.7 hillionof agriculturd
mortgege |oans to farmers, ranchers and rurd homeowners throughout America. Asof March 31,
2004, the baance of loans purchased, guarantees and commitments outstanding was $5.7 hillion

Farmer Mac's Congressiona mission clearly states the legidative intent that it should increase
lending capacity, i.e., enable lenders to make more loans without increasing their equity, as we have
described. Thejudification for the resulting higher leverage is the higher qudity of the loans which, as
required by Farmer Mac' s charter, must be first mortgages on agricultura real property that meet
appraisa, underwriting and documentation standards established by Farmer Mac' s Board of Directors.
Federa banking regulators and FCA set uniform regulatory capitd levels for primary lenders that
encompass not only first mortgage loans (except resdentia 1oans), but dso awide spectrum of riskier
loans, including second mortgage loans, persona property loans, signature loans, and credit card
receivables. Only agriculturd first mortgage loans that meet Farmer Mac' s sandards are éigible for a
Farmer Mac guarantee or commitment.

Critics of Farmer Mac have clamed that its secondary market activities undermine capital
support of mortgage loans on the books of regulated entities. Those critics use the term “ capitd
arbitrage’ to disparage the legitimate process by which Congress enabled lenders to make more
agriculturd mortgage loans without increasing the regulatory capita they hold to support those
mortgages. Thisis accomplished through the regulatory assgnment of alower capita requirement (“risk
weight”) to mortgages supported by a Farmer Mac guarantee or commitment. Criticism of that process
of increasing the lending capacity of agricultura lenders through the judicious use of Farmer Mac asa
secondary market GSE is incongstent with the intent of Congress expressed in the preamble to Farmer
Mac' s charter. Nothing else could have been meant by the phrase “provide greater. . . lending
capacity” in 12 U.S.C. 82279aa (note)(3)(B). The 20% regulatory risk weight assigned to mortgages
and AMBS that are credit enhanced by Farmer Mac is consstent with the intent of Congress that
Farmer Mac should, by increasing the lending capacity of agricultura lenders, generate sizable economic
benefits for the farmers, ranchers and rural homeowners of this Nation.

Adequacy of Farmer Mac's Capital
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Farmer Mac's core capital as of March 31, 2004 totaled $223.7 millionand exceeded its
statutory minimum capita requirement of $132.2 millionby $91.5 million Farmer Mac is adso required
to meet the capital standards of the risk-based capita stress test promulgated by FCA (RBC test). The
RBC test is aworst- case scenario based on industry loan loss data from the experience of the Farm
Credit Bank of Texasin themid-1980's (FCBT data). The RBC test determines the amount of
regulatory capital Farmer Mac would need to maintain a positive capita postion during aten-year
sress period of extraordinary credit losses and interest rate volatility. The RBC test then increases the
capitd requirement by an additiond thirty percent to cover operationa risks.

As of March 31, 2004, the RBC test generated a capital requirement of $42.0 million Farmer
Mac’s regulatory capitd of $245.7 million exceeded that capita requirement by $203.7 million

Credit

Asof March 31, 2004, Farmer Mac's 90-day delinquencies were trending downward a
$57.4 million or 1.17 percent of the outstanding portfalio, dightly lower than the average experience of
agricultura mortgage lenders for 2003, as reported by the USDA. This aso compared favorably to
Farmer Mac’s 90-day ddlinquencies of $76.2 million (1.58 percent) ayear earlier.

As part of the loss mitigation process, Farmer Mac may acquire the red estate securing its
loans. When a property is acquired in the loss mitigation process, Farmer Mac develops aliquidation
drategy that results in ether an immediate sde or retention pending later sde. Farmer Mac evauates
these and other dternatives based upon the economics of the transactions and the requirements of local
law. Asof March 31, 2004, Farmer Mac owned $12.3 millionof such collaterd, compared to
$15.5 millionas of December 31, 2003 and $8.2 millionas of March 31, 2003.

Sinceitsinception, Farmer Mac | has accepted the credit risk on $9.2 hillion of agricultura
mortgage loans and has incurred an aggregate of just $11.8 millionof credit losses, about one-eighth of
one percent. Coupled with the recent downward trend in delinquencies, Farmer Mac believes that this
history evidencesits prudent credit risk management practices. Additionaly, Farmer Mac provides an
alowance for losses in conformity with GAAP as areserve to cover “ probable and reasonably
estimable losses’ asrequired by Statement of Financid Accounting Standards No. 5, Accounting for
Contingencies. Asof March 31, 2004, that represented a reserve for further losses of $22.2 million

I nterest Rate Risk



Federa Agricultura Mortgage Corporation
June 2, 2004

Page 10

Farmer Mac measuresitsinterest rate risk through severa tests, including the sengtivity of its
Market Vaue of Equity (MVE) and Net Interest Income (NI1) to uniform or “parald” yidd curve
shocks. Asof March 31, 2004, aparale increase of 100 basis points across the entire U.S. Treasury
yied curve would have increased MVE by 0.5 percent, while aparald decrease of 100 basis points
would have decreased MVE by 0.8 percent. Asof March 31, 2004, aparalld increase of 100 basis
points would have increased Farmer Mac’s NI, a shorter-term measure of interest rate risk, by 2.8
percent, while a parale decrease of 100 bas's points would have decreased NI by 4.3 percent.
Farmer Mac' s duration gap, another measure of interest rate risk, was only minus 0.5 months as of
March 31, 2004.

The god of Farmer Mac’ sinterest rate risk management is to create and maintain a portfolio
that generates stable earnings and value across a variety of interest rate environments. Farmer Mac's
primary strategy for managing interest rate risk is to fund asset purchases with lighilities that have smilar
durations so that they will perform amilarly asinterest rates change. To achieve this match, Farmer
Mac issues discount notes and both callable and non- callable medium-term notes across a spectrum of
maturities. Farmer Mac issues callable debt to offset the prepayment risk associated with its mortgage
assets. By using ablend of ligbilities that includes calable debt, the interest rate sengitivities of the
lidbilities tend to increase or decrease as interest rates change in amanner Smilar to changesin the
interest rate sengtivities of the assets.

Taking into consideration the prepayment provisions and the default probabilities associated
with its mortgage assets, Farmer Mac uses prepayment models to project and vaue cash flows
associated with these assets. Because borrowers behavior in various interest rate environments may
change over time, Farmer Mac periodically evaluates the effectiveness of these models compared to
actua prepayment experience and adjusts and refines the models as necessary to improve the precision
of subsequent prepayment forecasts. In addition, Farmer Mac consults with independent prepayment
experts as part of the model evaluation process. Regular back-testing of existing proxy prepayment
models (comparing forecast to actuad prepayment experience) has consstently demonstrated the
predictive accuracy of existing models for prepayment experience in Farmer Mac's portfolio of program
assets, thereby ensuring accurate interest rate risk measurement.

Farmer Mac dso usesfinancid derivativesto dter the duration of its assets and liahilitiesto
better match their durations, thereby further reducing overal interest rate sengtivity. Farmer Mac uses
those instruments solely for hedging risk, not for speculative purposes. All of Farmer Mac' s financiad
derivative transactions are conducted through standard, collaterdized agreements that limit Farmer
Mac's potentid credit exposure to any counterparty. Asof March 31, 2004, Farmer Mac had no
uncollateralized net exposure to any counterparty.

Commentson GAO Report



Federa Agricultura Mortgage Corporation
June 2, 2004

Page 11

Farmer Mac has previoudy received and reviewed the October 16, 2003 Generd Accounting
Office (GAO) Report on Farmer Mac (No. GAO-04-116) titled, Farmer Mac: Some Progress
Made, but Greater Attention to Risk Management, Mission and Cor porate Gover nance Needed,
addressing topicsin the June 2002 request letter from the Senate Committee on Agriculture, Nutrition
and Forestry to GAO. It was gratifying to note that, after the third examination and review of Farmer
Mac by GAO over the course of the past Six years, no serious deficiencies in the implementation of
Farmer Mac' s programs or mission were identified; recommendations were made for enhancing risk
management procedures in light of the Corporation’s continuing growth; and a number of postive
findings were made about the safety and soundness of Farmer Mac’ s operations and about its progress
in establishing the secondary market for agricultural mortgages.

In its previous report on Farmer Mac, dated May 21, 1999, GAO had concluded that * Farmer
Mac' s future viability depends on its growth potentid in the secondary market for agriculturd mortgages
and the prospects for redlizing that potentid are unclear. . . . if FCSingitutions or other lendersincrease
participation in Farmer Mac programs, Farmer Mac' s financid condition could improve.” Working
with agricultura lenders throughout the Nation, Farmer Mac' s Board and management have resolved
favorably the uncertainties raised in that earlier report, reflected in dramatic increases in participation in
Farmer Mac' s programs. Thus, Farmer Mac is pleased with the most recent Report’ s recognition of
Farmer Mac’s progress in the four intervening years, in terms of both itsfinancid strength and the
growth of its misson-related activities. At the same time, Farmer Mac shares GAO’ s view, expressed
in the Report, that Farmer Mac should continue to enhance its risk management, because the efficiency
of our operationswill be akey factor in the accomplishment of our mission and the overal success of
Farmer Mac. Farmer Mac has dready implemented severd enhancements to risk management
procedures since the issuance of GAO Report, and isin the process of implementing others, aswill be
explained later in this testimony.

The Chairman and Ranking Member of the United States Senate Committee on Agriculture,
Nutrition, and Forestry, in their letter request of June 26, 2002, sought GAO's assistance “to ensure
that Farmer Mac’s misson continues to be met in afinancidly sound manner.” Asto the Six specific
topics GAO was asked to addressin that letter, the GAO Report:

(@D} found no current financid ingtability a Farmer Mac, noting that: independent accountants
issued Farmer Mac a“cdlean,” unqudified audit opinion; an outside forensic accounting firm
concurred with Farmer Mac’s methodology for estimating loan loss dlowance under
GAAP, Farmer Mac effectively managed its interest rate risk through asset/liability
matching and yield maintenance protection againgt prepayment risk; and Farmer Meac's
controls over credit risks were generaly sound, but could be improved in light of recent and
expected future growth. Since the date of the GAO Report, Farmer Mac’ s independent
accountants issued Farmer Mac a“clean,” unquaified audit opinion on the Corporation’s
2003 financia statements.



@)

3

(4)

Q)

(6)

Federa Agricultura Mortgage Corporation
June 2, 2004

Page 12

found no significant shortcomings in corporate governance; acknowledged that Farmer Mac
was taking actions to ensure that it complies with recent Sarbanes-Oxley Act and NY SE
listing requirements, as they become effective; and noted areasin which Farmer Mac (like
other private sector corporations) might have to update its corporate governance, including
expanded director training. Since the date of the GAO Report: Farmer Mac’s Board
adopted a Code of Business Conduct and Ethics; adopted new Board committee charters,
participated in director training with outsde counsel and the Nationa Association of
Corporate Directors, received advice of outsde counsd that it isin full compliance with
Sarbanes-Oxley requirements currently in effect; nominated a certified public accountant
from afirm not associated with the Corporation for eection as a director at the 2004
Annua Meeting of Stockholders; revised its committee structure to eiminate its Executive
Committee, transferring those responsiilities to the Corporate Governance Committee; and
will tomorrow bifurcate its Program Devel opment Committee into separate Credit and
Marketing Committees.

found executive compensation wasin line with the recommendations of two independent
consultants, but recommended that the timing of vesting of stock options be extended,
which the Farmer Mac Board has done. Since the date of the GAO Report, the
Compensation Committee directed its outsde consultant to perform a zero-based andyss
of executive compensation and to advise on incentive compensation aternatives to sock
options for directors and officers.

found no irregularities in Farmer Mac' s investment practices or strategy and that nor+
mission investments have been reduced as a percentage of mission-related assets.

recommended that Congress reconsider the non-voting status of Farmer Mac ClassC
common stock.

noted that Farmer Mac has increased its Congressional mission-related activities (Ioan
purchases, guarantees and commitments) snce GAO's 1999 report, and recommended that
Congress congder establishing more specific criteriafor measurement of Farmer Mac's
mission accomplishment. Since the date of the GAO Report, the Public Policy Committee
has adopted a requirement for regular monitoring of misson accomplishment.

In addition, the Report raised severd hypothetica or problematic issues. For smplicity, those

issues are pargphrased in italics below, with Farmer Mac' s observations following them.

(@)

As Farmer Mac's Long-Term Standby Purchase Commitments (LTSPCs) continue to
grow, if risks were not closely managed and there were massive defaults on those
loans far beyond the worst levels experienced in U.S agricultural economic history,
the Corporation could be required to acquire a high proportion of the outstanding
loans covered by LTSPCs, resulting in a possible future funding risk.
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This hypothetical relies upon words “if,” “and,” “far beyond,” “could,” and “possible’ to
such a degree as to render its premise too implausible to deserve serious consideration. To
hypothesize circumstances in which Farmer Mac would face a*“possible future funding risk,”
the GAO Report had to posit: (1) unchecked mismanagement of risks at Farmer Mac
(despite close management, Board, FCA monitoring and securities law disclosure of the
components of those risks); (2) loan defaults far beyond the 13.8% default rate pesk for al
agriculturd loans (induding non-mortgage loans) within a concentrated geographic region in
the Farm Credit Systemin 1986, the worst period in recorded U.S. agricultura economic
higtory; (3) sgnificant impairment of the value of the collateral behind those loans, for which
the weighted average |oan-to-vaue ratio a origination was less than 50%; (4) nearly
smultaneous default among agroup of thousands of Farmer Mac loans diversified by
commodity and geography, and (5) an inability on Farmer Mac’s part to issue $2.5 hillion
of new short-term debt, asmal amount relative to its current annua issuance rate of over
$100 hillion of such instruments. Without discussing Farmer Mac's 90-day ddinquency
rate on the LTSPCs referenced in the GAO Report at 0.1%, Farmer Mac notes that, while
the hypothetical isincredibly remote, the additiond funding required would not be
inconggtent with Farmer Mac's demonstrated level of accessto the capital markets.

(b) With respect to guaranteed AMBS held by Farmer Mac, the U.S. Treasury has
guestioned whether it would be required to allow Farmer Mac to draw upon its
Treasury line of credit to support those guarantees.

No issue has been raised as to the availability of Farmer Mac' s statutory Treasury line of
credit relative to AMBS held by parties other than Farmer Mac and, if Farmer Mac were
coming under pressure to fund its guarantee obligations, it would sdll to third parties any
AMBS: it held long before it needed to access the Farmer Mac Treasury line of credit.

Farmer Mac recognizes thet there are anumber of areasin its business that will continue to
evolve and need attention. Independent of, but congstent with the findings and recommendations in the
GAO Report, Farmer Mac has taken a number of steps to enhance its risk management practices.
With respect to the recommendations for Farmer Mac itemized on pages 57 and 58 of the GAO
Report, the Corporation has taken the following actions:

(& The GAO Report cites the concluson of a prominent agricultural economic consultant
to Farmer Mac' s federd regulator, the FCA, that the FCBT data was the * best
available’ datafor the purpose of building amodd to estimate Farmer Mac's credit
risk, but it nevertheless concludes that it would be better if Farmer Mac were using its
own historicd data. Since the date of the GAO Report, Farmer Mac has taken great
gtrides toward the development of amode based on its own historical detato estimate
the credit risk in its portfolio and ultimately establish loss reserves. Farmer Mac is
currently testing that model and expects to migrate to the model by 2005, and will
continue to use the FCBT datain a manner congstent with GAAP until that migration is
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completed. Farmer Mac has enhanced itsloan classfication sysem asacritical step in
the process of migrating our loss dlowance and reserve process to a methodol ogy
based on Farmer Mac’ s |oan loss experience rather than the FCBT data. Farmer Mac
as0 usesitsloan dassfication sysem as the basis for itsinternally developed capita
adequacy modd. Farmer Mac measuresiits capital adequacy againgt thismodel, in
addition to the statutory minimum capita levels established by Congress and risk-based
capitd levels established by FCA.

Farmer Mac has continued to gather documentation supporting underwriting decisions
based on compensating strengths of loans to be used in supporting future underwriting
decisons and considered in the enhancement of Farmer Mac' s loan classification
system. With respect to loans resulting from those underwriting decisions, the
Corporation has enhanced its documentation procedures; itstracking of the subsequent
performance of those loans; and conformed its loan loss reserve methodol ogy and
procedures.

During 2004, Farmer Mac has marketed and sold on-books AMBS at prices smilar to
those of comparable GSE securities. The Corporation will continue to market and sl
AMBS on aperiodic basisin the future.

Farmer Mac has formalized a contingency funding plan. Farmer Mac has formalized the
Corporation’s long-standing liquidity contingency funding plan, with Board action
confirming the new plan, adopted in August 2003. Farmer Mac completed two
significant floating rate medium-term note (MTN) issuances totaing $280 millionduring
first quarter 2004 to enhance its balance sheset liquidity and reduce its exposure to
discount refunding needs. The Corporation has conducted regular fixed-rate MTN
issuances, in lieu of floating-to-fixed interest rate swaps, according to its MTN needs
supporting program purchases. During 2003 and 2004 to-date, Farmer Mac issued a
total of $749 millionof MTNs at rates Smilar to those of comparable GSE securities.

A comprehensive analyss of Farmer Mac liquidity needs is has been performed, based
on the Sound Practices for Managing Liquidity in Banking Organizationsissued by
the Basd committee on Banking and Supervision in 2000. Farmer Mac maintained an
average of 92 days' liquidity during first quarter 2004. Farmer Mac's Board adopted a
new liquidity palicy in April 2004, with a 60-day minimum liquidity requirement and a
90-day liquidity target.

Farmer Mac has been consulting with a nationaly-recognized prepayment expert to
ensure the continued accuracy of its current prepayment model and to develop a
proprietary prepayment model based on its own portfolio agricultural mortgage
prepayment data. The prepayment models used by Farmer Mac to date have been
congstent with models used by other agricultural mortgage lenders. Since no publicly
available agriculturd mortgage prepayment database exigts, Farmer Mac has used
severd resdentid prepayment models, adjusted to reflect the differencesin the behavior
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of agricultura and resdentia mortgage borrowers, with validation by a recognized
outside expert on prepayment modeding; and the accuracy of Farmer Mac’s moded has
been confirmed through “back-testing,” i.e.,, verifying modd forecasts againgt actud
outcomes. Regular back-testing of adjusted proxy prepayment model s has consstently
demonstrated the predictive accuracy of those models for prepayment experiencein
Farmer Mac' s portfolio of program assets, thereby ensuring accurate interest rate risk
measurement. Since the date of the GAO Report the design of a prototype Farmer
Mac agricultura mortgage prepayment model has been completed by the prepayment
consultant and is expected to be available for Farmer Mac'suse initsinterest rate risk
management during the latter part of 2004.

(f) Independent of its statutory and regulatory capita requirements, Farmer Mac has
developed a capitd adequacy mode for interna usein its capitd planning.

(9 Farmer Mac's Board has extended the vesting period of new grants of stock options on
Farmer Mac's Class C non-voting common stock, effective January 2004,

(h)y Farmer Mac isworking with its corporate governance advisors to assure that the Board
nomination process continues to comply with al gpplicable laws and regulations.
Farmer Mac's Board has reviewed, and confirmed by unanimous resolution, that al of
its members understand the nomination process and they consider it to be “transparent.”
Moreover, Farmer Mac and its counsdl believe the nomination processis fully and fairly
disclosed in its Proxy Statement issued in connection with its 2004 Annua Meeting of
Stockholders.

() Famer Mac' s Board formalized the Corporation’s management succession plan in June
2003, and will do so annualy each year at its June meeting. Farmer Mac has initiated a
formd training program for its Board of Directors, including consultation and
participation with the National Association of Corporate Directors. Infact, in
December 2003, in conjunction with the Board's meeting, the members participated in
an eight hour training program on Director Professonalism presented by the NACD.
The Board intends to participate in at least one “outsder provided” training program
each year, generdly in conjunction with its December meeting and receives more
detailed briefings on specific Farmer Mac-related subjects on aregular basis from the
Farm Credit Adminidtration and management.  Three examples of management
briefings included reviews of: (1) Farmer Mac debt issuance and investment strategy;
(2) Farmer Mac interest rate risks and assat and liability management strategy; and
(3) Farmer Mac’ s use of derivatives and the advantages and disadvantages of such
insruments.

Farmer Mac has fully considered GAO' s recommendations and is continuing to enhance its
operations consstent with them. These and other enhancements have further strengthened Farmer Mac
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asit continues to carry out its mission in a safe and sound manner for the benefit of the Nation's farmers
and ranchers.

CONCLUSION

The Board of Directors of Farmer Mac — datutorily mandated to be composed of five
appointees of the President of the United States, five representatives of Farm Credit System indtitutions
and five representatives of commercia banks, insurance companies and other financial inditutions —
works together as an dliance unique in agricultura finance to accomplish Farmer Mac’simportant
Congressond misson. Farmer Mac is receptive and respongve to criticism and recommendations from
Congress and GAO as its investigative arm, regulators such as FCA and the SEC, agricultural lenders,
capital markets debt and equity investors, and — most important — farmers, ranchers and rura
homeowners. Every day, Farmer Mac seeks new ways to satisfy dl of those important congtituenciesin
furtherance of its Congressional mission, safe and sound operation, and creation of stockholder vaue.
Farmer Mac welcomes this hearing as an opportunity to explain how we attempt to satisfy each of those
interests.

Thank you for the opportunity you have generoudy provided Farmer Mac to give testimony on
this matter of great importance to American agriculture. We would be pleased to answer any questions
you may have a thistime,
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Note on Forward L ooking Statements

In addition to higtorica information, this testimony includes forward-looking statements that
reflect management’ s current expectations for Farmer Mac' s future financia results, business prospects
and business developments. Management’ s expectations for Farmer Mac’ s future necessarily involve a
number of assumptions and estimates and the evaluation of risks and uncertainties. Various factors
could cause Farmer Mac' s actud results or events to differ materiadly from the expectations as
expressed or implied by the forward-looking statements, including uncertainties regarding: (1) the rate
and direction of development of the secondary market for agricultural mortgage loans; (2) the possible
establishment of additiond statutory or regulatory restrictions or congtraints on Farmer Mac that could
hamper its growth or diminish its profitability; (3) legidative or regulatory developments or
interpretations of Farmer Mac’ s statutory charter that could adversely affect Farmer Mac or the ability
or motivation of certain lenders to participate in its programs or the terms of any such participation, or
increase the cost of regulation and related corporate activities; (4) possble reaction in the financid
markets to events involving government-sponsored enterprises other than Farmer Mac; (5) Farmer
Mac's access to the debt markets at favorable rates and terms; (6) the possible effect of the risk-based
capitd requirement, which could, under certain circumstances, be in excess of the statutory minimum
capitd requirement; (7) the rate of growth in agriculturd mortgage indebtedness; (8) lender interest in
Farmer Mac credit products and the Farmer Mac secondary market; (9) borrower preferences for
fixed-rate agricultura mortgage indebtedness; (10) competitive pressures in the purchase of agriculturd
mortgage loans and the sale of agricultura mortgage backed and debt securities; (11) substantia
changesin interest rates, agricultural land values, commodity prices, export demand for U.S. agricultura
products and the genera economy; (12) protracted adverse weather, market or other conditions
affecting particular geographic regions or particular commodities related to agricultural mortgage loans
backing Farmer Mac | Guaranteed Securities or under LTSPCs; (13) the willingness of investors to
invest in agricultural mortgage-backed securities; or (14) the effects on the agriculturd economy or the
vaue of agricultura red edtate of any changesin federd assstance for agriculture. Other factors are
discussed in Farmer Mac’'s Annua Report on Form 10-K for the year ended December 31, 2003, as
filed with the SEC on March 15, 2004, and its Quarterly Report on Form 10-Q for the quarter ended
March 31, 2004, asfiled with the SEC on May 10, 2004. The forward-looking statements contained
in this testimony represent management’ s expectations as of the date of thistesimony. Farmer Mac
undertakes no obligation to release publicly the results of revisonsto any forward-looking statements
included in this testimony to reflect any future events or circumstances, except as otherwise mandated
by the SEC. Both of the referenced filings are available on Farmer Mac' s website at
www.farmermac.com.
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Curriculum Vitae of Fred L. Dailey

FRED L. DAILEY
Chairman of the Board

Fred has been a member of the Board of Directors of the Corporation and has served as its
Charman dnce August 16, 2002. He dso serves as chairman of the Corporate Governance
Committee and is a member of the Compensation Committee and the Public Policy Committee.

His appointment to the Board was confirmed by the United States Senate on July 29, 2002.
Mr. Dalley is the Director of the Ohio Department of Agriculture, in which position he has served since
1991. Prior to that time, he was the executive vice president of the Ohio Beef Council and executive
secretary of the Ohio Cattlemen’s Association from 1982 to 1991 and served as the Director of the
Indiana Divison of Agriculture from 1975 to 1981. Mr. Daley is past Presdent of the Nationd
Associaion of State Departments of Agriculture and has received the FFA Honorary State Farmer
degree from both Ohio and Indiana. In 1998, he received the nationd “ Outstanding State Agriculture
Executive’ award presented by the Biotechnology Industry Organization and was named “Man of the
Year” by Progressve Farmer magazine in 1999.

Mr. Dailey resdes on aworking farm in Ohio where he raises Angus cétle.
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Curriculum Vitae of Henry D. Edelman

HENRY D. EDELMAN
President and Chief Executive Officer

Henry joined Farmer Mac in June 1989 as the President and CEO of the newly-formed
corporation. During his tenure, Farmer Mac established its operations, obtained an enhanced charter
from Congress, and has averaged a 42% growth rate in outstanding guaranteed securities for the last
fiveyears.

Before joining Farmer Mac, Henry was Firgt Vice President for Federd Government Finance of
PaineWebber Incorporated, beginning in 1986. Among other duties during that period, Henry served
asthe outsde financia advisor for loan assat sales to the Smdl Business Adminigration and the U.S.
Department of Housing and Urban Devel opment, and was responsible for the firm’s investment banking
sarvicesto federd agencies and government-sponsored enterprises. Previoudy, he was Director of
Financing, Investments and Capital Planning at Generd Motors Corporation in New York, New Y ork.

Henry is a graduate of Colgate University (BA, MA 1970) and of The Corndl Law School (JD
1973). Henry isanative of New York, is married and has a son and a daughter.



